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Ps were married in 1989, separated in 1995, and

di vorced in 1996

In 1994, Woperated Medi-Task, a

physician’s transcription business. H was enpl oyed
full time by a large corporation until Septenber 1994.
In the fall of 1994, he noved to a | ake and began to
renovate sone rental cabins. Ps filed a joint tax
return for 1994 in which they reported that they had
self-enploynent tax liability for the transcription
busi ness and deducted rental cabin expenses.

R determ ned a deficiency based in part on
adjustnents to Ps’ self-enploynent tax and deni al of
deductions relating to the cabins. Ps filed petitions
disputing Rs determnation. Ps also alleged they each
qualified for relief as an innocent spouse.

H contends that he qualifies for relief under sec.

6015(b) and (c),

|. R C. Wcontended at trial that she

I<
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qualifies for relief under sec. 6015(b), (c), and (f),
|. R C., but now contends that she qualifies for relief
only under sec. 6015(f), I.R C. R contends that the
Tax Court lacks jurisdiction to decide Ws clai munder
sec. 6015(f), I.RC

Held: Al transcription-rel ated sel f-enpl oynent
incone is allocated to Wunder secs. 6017 and
1402(a)(5) (A, I.RC

Hel d, further, Ps’ rental cabin expenses are not
deducti bl e because they are preoperational startup

expenses. See sec. 195, |I.R C

Hel d, further, H does not qualify for relief under
sec. 6015(b), I.R C., but he qualifies for Iimtation
of liability under sec. 6015(c), |I.R C., to the extent

st ated herein.

Hel d, further, We have jurisdiction to review
whet her relief is avail able under sec. 6015(f), I.RC

Fredie Lynn Charlton, pro se.
Sarah K. Hawt horne, pro se.

Deborah H. Del gado, Carl D. |Inskeep, and Lewis J. Hubbard,

for respondent.

COLVI N, Judge: Respondent determ ned that, for 1994,
petitioners were liable for a $15,192 deficiency in incone tax
and a $1, 731 accuracy-rel ated penalty under section 6662(a).

Fol | ow ng concessions,! the issues for decision are:

! Respondent concedes that petitioners are not liable for
the accuracy-related penalty under sec. 6662 for 1994. Both
petitioners and respondent agree that petitioners understated
Medi - Task gross receipts for 1994 by $22,601 on their 1994
return.
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1. Whet her all of petitioners’ self-enploynent incone from
Medi - Task is allocated to petitioner Sarah K Hawt horne
(Hawt horne) for purposes of conputing self-enploynent tax for
1994. We hold that it is.

2. Whet her petitioners may deduct expenses relating to
their rental cabins in 1994. W hold that they may not.

3. Whet her petitioner Fredie Lynn Charlton (Charlton) is
entitled to relief fromjoint and several liability under section
6015(b) for the incone tax deficiency arising frompetitioners’
1994 joint return. W hold that he is not.

4. Whet her petitioner Fredie Lynn Charlton qualifies for
limtation of liability under section 6015(c) for the incone tax
deficiency arising frompetitioners’ 1994 joint return. W hold
that he does to the extent described bel ow.

5. Whet her we have jurisdiction to review whether relief
is available to petitioner Sarah K. Hawt horne under section
6015(f). We hold that we do. Thus, we will delay entry of
decision to permt Hawthorne and respondent to report on the
status of Hawt horne’s application for relief under section
6015(f), and if relief is denied, to file a notion as part of
this docketed case requesting our review of the Secretary’s
deni al .

Section references are to the I nternal Revenue Code in
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effect for 1994. Rule references are to the Tax Court Rul es of
Practice and Procedure.
FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.

A. Petitioners

Petitioner Sarah K. Hawt horne (Hawthorne) l|ived in Burnet,
Texas, when she filed her petition. Petitioner Fredie Lynn
Charlton (Charlton) lived in Buchanan Dam Texas, when he filed
his petition. Petitioners lived in Texas, a community property
State, at all tinmes relevant to this case

Hawt horne has a col |l ege degree in English. She conpleted an
accounting class and a marketing class but she did not do well in
them Hawthorne did not take any incone tax courses.

Petitioners were married in 1989. Before they were nmarri ed,
Charlton hired Hawt horne to be an office manager for a | arge
manuf act uri ng busi ness.

Charlton was enployed full tinme in Houston, Texas, until
Septenber 1994. He noved his residence to Buchanan Dam Texas,
in the fall of 1994.

B. Medi - Task

Medi - Task was a physician’s transcription service.

Hawt hor ne managed Medi - Task and perfornmed nost of its day-to-day
operations. Medi-Task had one enployee in 1994. | ndependent

contractors did nost of the transcribing for Medi-Task. Charlton
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did not devote nuch tine to Medi-Task because he was enpl oyed
full time until Septenber 1994. He was not involved wth Mdi-
Task’s hiring or marketing. He did not type any reports for
Medi - Task, but he assisted when there were conputer problens.
Hawt hor ne kept Medi - Task’s busi ness records in petitioners’ hone
ina file cabinet next to Charlton’s records. She deposited
Medi - Task’ s gross receipts in Charter Bank of Houston, and Lake
Buchanan St ate Bank.

Charl ton had access to Medi-Task’s records while he prepared
petitioners’ 1994 return. Hawthorne prepared and gave Charlton
lists that included all but $22,601 of Medi-Task’s income and al
but $2,050 of Medi-Task’ s expenses for 1994. She al so gave him
bank statenents for Medi-Task, Forns 1099, Forns W2, \Wages and
Tax Statenent, and docunents show ng Medi-Task’s expenses.

Charl ton recei ved unenpl oynent conpensation and VA
disability paynents in the |ast quarter of 1994. Medi-Task was
Charlton’s and Hawt horne’s only other source of incone during
that 3-nonth peri od.

Petitioners signed a personal financial statenment on Apri
15, 1995, which stated that Medi-Task was worth $110, 000.

Hawt hor ne sol d Medi-Task in 1995 wi thout Charlton’s consent or
participation and kept the proceeds.

C. Rent al Cabi ns
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Petitioners bought real property in the spring of 1993 at
Charl ton Pointe on Lake Buchanan in Llano County, Texas. There
were sonme rental cabins on the property which were built in the
1950's and were rented until 1988 or 1989.

Petitioners began to rehabilitate the cabins in the fall of
1994. Charlton spent tinme in 1994 working on the cabins and
ot her aspects of the Charlton Pointe property. Petitioners
i ncurred expenses for travel to Charlton Pointe and expenses to
rehabilitate the cabins. However, petitioners rented no cabins
at Charlton Pointe in 1994. Charlton began renting the cabins in
1998.

D. Petitioners’ |Incone Tax Returns

Charlton used tax return preparation software to prepare
returns for petitioners for 5 years, including 1994.

Petitioners filed a joint inconme tax return for 1994. On
it, they reported profits and | osses on Schedules C, Profit or
Loss From Busi ness, for Mdi-Task and the cabins. Charlton used
the gross revenue anmounts fromthe |ists Haw horne prepared to
prepare the return. He did not review the bank statenents. He
al so used the |ists that Hawt horne prepared to report Medi-Task’s
expenses. He decided how to report the expenses on part |1 of
Schedul e C for Medi-Task; e.g., as advertising, |egal and
prof essi onal services, travel and neals, utilities, wages, and

ot her expenses.
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Petitioners reported that the Medi-Task i ncone was divided
equal | y between thensel ves for self-enploynent tax purposes.

Petitioners reported that Charlton had $62, 135 in wages for
1994. They reported that Medi-Task had gross recei pts and gross
i ncome of $147,782, total expenses of $117,588, and net profit of
$30,194. Petitioners underreported 1994 gross receipts for Medi-
Task by $22,601 and did not deduct $2,050 of Medi-Task expenses.
They reported that they had no i ncome fromthe cabins and $27, 724
i n expenses. Hawthorne exam ned parts of the 1994 return, such
as the children’s nanes and Social Security nunbers and child
care credits, but otherw se accepted the return that Charlton
pr epar ed.

E. The D vorce

Petitioners separated in 1995, after they filed their 1994
return, and were divorced in 1996. Under the divorce settlenent,
Charlton received the rental cabin property and Haw horne
recei ved Medi - Task. As required by the divorce settlenent,
Charlton deposited petitioners’ 1994 refund check for $4,453 in a
joint bank account at Texas Bank in Burnet, Texas, on June 2,
1995. Charlton used sone of the 1994 refund to pay his personal

expenses.
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OPI NI ON

A. VWhet her All Medi-Task I ncome Is Attri butable to Hawt hor ne
for Sel f-Enpl oynent Tax Purposes

Charlton contends that the Medi-Task inconme shoul d be
di vi ded equal |y between hi m and Hawt horne for self-enploynent tax
pur poses. Respondent and Hawt horne contend that all of the Medi -
Task inconme is attributable to Hawt horne and that the self-
enpl oynent tax reported by petitioners for 1994 shoul d be
i ncreased by $6, 962.

Sel f-enpl oynent tax for a husband and wife filing a joint
return is the sumof the taxes conputed on the self-enploynent
i ncome of each spouse. See sec. 6017. Al of the gross incone
and deductions froma trade or business over which one spouse
exerci ses substantially all of the managenent and control are
attributable to that spouse. See sec. 1402(a)(5)(A). For these
pur poses, “managenent and control” nmeans actual managenent and
control even if managenent and control is inputed to the other
spouse under community property laws. Sec. 1.1402(a)-8(a),
| ncome Tax Regs.

Charlton contends that he and Hawt horne jointly operated
Medi - Task and that Medi-Task was a partnership or should be
treated as one. W disagree. Hawthorne nmanaged Medi - Task and
performed nost of its day-to-day operations. Charlton had a
full-time job until Septenber 1994, and he al so renovated cabins

in 1994. He did not devote nmuch tine to Medi - Task. We concl ude
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that all of the Medi-Task income in 1994 is attributable to
Hawt horne for sel f-enploynent tax purposes.

B. VWhet her Petitioners’ 1994 Expenses for the Cabins Wre
Pr eoper ati onal Startup Expenses

Charlton contends that petitioners may deduct $27,724 for
supplies, taxes, travel, utilities, |egal and professional
services, and car and truck expenses for their cabin rental
activity for 1994 under section 162. W disagree.

Ceneral ly, a taxpayer nmay not deduct startup expenses. See
sec. 195(a). A startup expenditure is any anount:

(A) paid or incurred in connection wth—

(1) investigating the creation or acquisition of
an active trade or business, or

(1i) creating an active trade or business, or
(ti1) any activity engaged in for profit and for
t he production of inconme before the day on which
the active trade or business begins, in
anticipation of such activity becom ng an active
trade or business, and
(B) which, if paid or incurred in connection with the
operation of an existing active trade or business (in the
sane field as the trade or business referred to in
subparagraph (A)), would be allowable as a deduction for the
taxabl e year in which paid or incurred. [Sec. 195(c).]
Petitioners incurred these expenses before the cabin rental
activity becane an active trade or business. Charlton renovated
the cabins in 1994 but did not rent themor offer themfor rent
until 1998. The cabin rental activity was not an active trade or
business in 1994. Thus, we conclude that the clai med expenses

wer e nondeducti bl e startup expenses.
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C. | nnocent Spouse | ssues

1. Procedural Status of | nnocent Spouse |ssues

Petitioners each asserted in their petitions that they
qualify for relief as an innocent spouse. The statutory
provision providing relief for innocent spouses in effect when
the petitions were filed, section 6013(e), was repeal ed and
replaced before trial by section 6015. See Internal Revenue
Service Restructuring and Reform Act of 1998, Pub. L. 105- 206,
sec. 3201, 112 Stat. 685, 734. As a result, neither petitioner
referred to section 6015 in the petitions filed in these cases.

At trial, the parties consented to treating the petitions as
el ections by Charlton and Hawt horne for relief under section
6015(b) (1) (E) (procedures for relief fromjoint liability
applicable to all joint filers) and section 6015(c) (1)
(procedures to limt liability for divorced and separated
t axpayers).

Respondent contends that we lack jurisdiction to decide
whet her Hawt horne is entitled to equitable relief under section
6015(f).2 We deempetitioners to have anended their petitions to
claimrelief under section 6015(b) and (c), and we treat

Hawt horne’ s request for relief under section 6015(f) as an

2 Hawt horne contended at trial that she was entitled to
relief under sec. 6015(b) and (c). She now concedes that relief
is not available to her under sec. 6015(b) and (c).
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amendnent to her petition, seeking our review of her entitlenent

to relief under that subsection
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2. VWhether Charlton |Is Entitled to Relief From Joi nt and
Several Liability for Incone Tax for 1994 Under Section

6015(b)

Charlton contends that he is entitled to relief fromjoint

and several liability for inconme tax for 1994 under section
6015(b) .
Section 6015(b) (1) provides that if:

(A) a joint return has been nmade for a taxable
year ;

(B) on such return there is an understatenent of
tax attributable to erroneous itens of one
individual filing the joint return;

(© the other individual filing the joint return
establishes that in signing the return he or she
did not know, and had no reason to know, that

t here was such under st at enent;

(D) taking into account all the facts and
circunstances, it is inequitable to hold the other
individual liable for the deficiency in tax for
such taxable year attributable to such
under st atenent; and

(E) the other individual elects (in such formas
the Secretary nmay prescribe) the benefits of this
subsection not later than the date which is 2
years after the date the Secretary has begun
collection activities with respect to the

i ndi vi dual making the el ection,

then the other individual shall be relieved of

l[tability for tax (including interest, penalties, and

ot her ampunts) for such taxable year to the extent such
liability is attributable to such understatenent.
Respondent concedes that Charlton qualifies under section

6015(b) (1) (A) because he filed a joint Federal inconme tax return
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for 1994, and section 6015(b)(1)(E) because he elected to seek
relief not later than 2 years after collection activities began.
Section 6015(b)(1)(C requires that in signing the return
t he individual seeking relief did not know and had no reason to
know of the understatenent. Charlton contends that he did not
know and had no reason to know of the understatenent attributable
to Medi - Task because he had no control over Medi-Task’s finances
and was busy wth his other business interests. W disagree.
Under prior law (former section 6013(e)(1)(C)), in a case of
omtted inconme, a spouse seeking relief was not permtted to turn
a blind eye to facts that were available to himor her to avoid

l[tability as an innocent spouse. See McCoy v. Conmm ssioner, 57

T.C. 732, 734 (1972). Simlarly, a taxpayer who prepares a
return is not relieved of the duty to prepare an accurate return
if the taxpayer relies on summarized i nformation provided by the
t axpayer’s spouse when informati on upon which the sumary is
based is available to the taxpayer.

Charlton was generally famliar with Medi-Task. Hawt horne
gave himthe bank statenents respondent |ater used in determning
Medi - Task’ s i nconme for 1994, Forns 1099 and W2, and a conputer-
generated expense list. Charlton had unfettered access to Medi -
Task’ s financial records. W conclude that Charlton had reason

to know of Medi - Task’ s understatenent of incone. Thus, Charlton
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ify for relief as an innocent spouse under section

Charlton Qualifies for Limtation of Hs Liability

for Peti

tioners' 1994 | ncone Tax Under Section 6015(c)

Charlton contends that he qualifies for limtation of

l[Tability for

petitioners’ 1994 incone tax under section 6015(c)?

3  Sec.

6015(c) provides:

SEC. 6015(c). Procedures to Limt Liability for

Taxpayer

s No Longer Married or Taxpayers Legally

Separated or Not Living Together. --

(1) 1In general.--Except as provided in this

subsection, if an individual who has made a joint

ret
of

urn for any taxable year elects the application
this subsection, the individual’s liability for

any deficiency which is assessed wth respect to
the return shall not exceed the portion of such

def

iciency properly allocable to the individual

under subsection (d).

* * * * * * * *

(3) Election.--

(A) Individuals eligible to nmake
el ection. --

(1) In general.--An individual
shall only be eligible to elect the
application of this subsection if-

(I') at the time such election
is filed, such individual is no
| onger married to, or is legally
separated from the individual with
whom such individual filed the
joint return to which the election
rel ates; or

(I'l) such individual was not a
(continued. . .)
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for the portion of the deficiency relating to Medi- Task.
Respondent and Hawt horne contend that he does not. Hawt horne
makes no arguments that substantially differ fromrespondent’s on
this point. W agree with Charlton.

To be eligible for relief under section 6015(c), the

i ndi vi dual seeking relief nmust no |longer be married to, or mnust

3(...continued)
menber of the sane household as the
i ndi vi dual wi th whom such j oi nt
return was filed at any time during
the 12-nonth period ending on the
date such election is filed.

(1i) Certain taxpayers ineligible
to elect.--If the Secretary denonstrates
that assets were transferred between
individuals filing a joint return as
part of a fraudul ent schene by such
i ndi viduals, an election under this
subsection by either individual shall be
invalid (and section 6013(d)(3) shal
apply to the joint return).

(B) Tinme for election.--An election under
this subsection for any taxable year shall be nmade
not later than 2 years after the date on which the
Secretary has begun collection activities with
respect to the individual nmeking the el ection.

(C Election not valid with respect to
certain deficiencies.--If the Secretary
denonstrates that an individual making an el ection
under this subsection had actual know edge, at the
time such individual signed the return, of any
itemgiving rise to a deficiency (or portion
thereof) which is not allocable to such individual
under subjection (d), such election shall not
apply to such deficiency (or portion). This
subpar agraph shall not apply where the individual
with actual know edge establishes that such
i ndi vi dual signed the return under duress.
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be legally separated from the individual with whom he or she
filed the joint return and nmust have el ected the applicability of
section 6015(c) not later than 2 years after the date on which
collection activity began. See sec. 6015(c)(3).

An el ecting spouse bears the burden of proving how nuch of
any deficiency is allocable to himor her. See sec. 6015(c)(2).
An election is not valid if respondent shows that the individual
maki ng the el ection had actual know edge when signing the return
of any “itent giving rise to a deficiency (or portion thereof)
which is not allocable to the electing individual. See sec.
6015(c)(3)(C). The only Medi-Task item causing a deficiency in
this case is omtted incone.

We have concl uded that Charlton should have known of the
omtted i ncone because he knew of and had access to correct
i nformati on about Medi-Task. See par. C 2, above. However, that
does not nean that he actually knew of the Medi-Task omtted
incone. Charlton did not check Medi-Task’ s bank records agai nst
the lists of Medi-Task revenue that Hawt horne prepared and gave
him The lists Hawt horne gave Charlton are not in the record.
Charlton testified that he did not know of the omtted incone.
We have no reason not to believe him W concl ude that
respondent has not shown that Charlton had actual know edge of

the item causing the deficiency, and that Charlton qualifies for
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relief under section 6015(c). Thus, the procedures in section

6015(d) to allocate itens between Hawt horne and Charlton apply.*

4 Sec. 6015(d) provides in part:

SEC. 6015(d). Allocation of Deficiency.--For purposes
of subsection (c)--

(1) 1In general.--The portion of any deficiency on
a joint return allocated to an individual shall be
t he anobunt which bears the sane ratio to such
deficiency as the net anount of itens taken into
account in conputing the deficiency and all ocabl e
to the individual under paragraph (3) bears to the
net anmount of all itenms taken into account in
conputing the deficiency.

(2) Separate treatnent of certain itens.--1f a
deficiency (or portion thereof) is attributable to

(A) the disallowance of a credit; or

(B) any tax (other than tax inposed by
section 1 or 55) required to be included with
the joint return

and such itemis allocated to one individual under
paragraph (3), such deficiency (or portion) shall be
all ocated to such individual. Any such itemshall not
be taken into account under paragraph (1).

(3) Allocation of itens giving rise to the
deficiency. For purposes of this subsection--—

(A) In general. Except as provided in
paragraphs (4) and (5), any itemgiving rise
to a deficiency on a joint return shall be
allocated to individuals filing the return in
the sane manner as it would have been
allocated if the individuals had filed
separate returns for the taxable year

(B) Exception where other spouse benefits.
Under rul es prescribed by the Secretary, an
(conti nued. ..
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For purposes of section 6015(c), an itemgiving rise to a
deficiency on a joint return is generally allocated as if the
individuals had filed separate returns. See sec. 6015(d)(3)(A).

Respondent contends that the parties should performthe
conput ati ons under section 6015(d) as part of the Rule 155
conputations. Neither Charlton nor Hawt horne objects to using
that procedure. W agree with respondent, and we will so order.

E. VWhet her the Tax Court Has Jurisdiction To Review a
Taxpaver’'s Request for Equitable Relief Under Section

6015(f)

Respondent contends that we lack jurisdiction to decide

whet her the Conmi ssioner properly denied relief to a taxpayer
under section 6015(f). W disagree, for reasons stated in Butler

v. Comm ssioner, 114 T.C. _, __ (2000) (slip op. at 18-26).

Hawt hor ne and respondent have apparently suspended any
activity relating to Hawt horne’ s cl ai munder section 6015(f)

while this case is pending. |If the Secretary denies her

4(C...continued)
item otherwi se allocable to an individua
under subparagraph (A) shall be allocated to
the other individual filing the joint return
to the extent the itemgave rise to a tax
benefit on the joint return to the other
i ndi vi dual .

(C Exception for fraud. The Secretary may
provide for an allocation of any itemin a
manner not prescribed by subparagraph (A) if
the Secretary establishes that such

all ocation is appropriate due to fraud of one
or both individuals.
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application for relief under section 6015(f), Hawt horne may file
a notion as part of this docketed case to seek our review of the
Secretary’s denial within a tine period to be provided by order
of this Court. We will delay entry of decision until Hawt horne
and respondent report the status of the Secretary’s action under
section 6015(f).

To reflect the foregoing,

Appropriate orders

will be issued.




